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Abstract 
In view of the rapid growth of international lending and foreign direct investments, the country risk analysis has 
become extremely important for the international creditors and investors. This paper traces the history of country 
risk analysis and briefly discusses the methods used by banks, agencies and researchers for evaluating country risk. 
Both qualitative and quantitative methods have evolved over time and constant research has contributed to the 
richness and sophistication of these techniques. 
This paper also reviews some of the statistical/econometric studies on country risk appraisal. While these studies 
display a distinct chronological pattern of gradual improvements in terms of technique and analytical competence 
none of them is complete in terms of scope and coverage. 
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1. Introduction 
willingness to pay on schedule interest and amortization on its external debt. More specifically, it is the credit risk of 
borrowers in a country as a whole viewed from a specific country perspective. It differs from sovereign risk in that 
the latter is the credit risk of a sovereign government as a borrower. Thus country risk analysis consists mainly of 
the assessment of the political and economic factors of a borrowing country which may interrupt timely repayment 
of principal and interest. Country risk needs to be treated as a separate risk - different from the credit risk of 
individual borrowers -  factors. 
The country risk analysis results are used as pre-lending as well as post-lending decision tools. Prior to lending, 
decisions such as whether or not to lend, how much to lend, and how much risk premium it should charge, are based 
on the measured risk. After lending, periodic country risk analysis serves as a monitoring device, providing a 
prewarning system. The result of the analysis is also used to determine the need for bank loan portfolio adjustment 
and the discount prices of loans when they are sold in the secondary market. 
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2. History of the theme 
Since long ago, cross-border business risk has been an issue that has worried those ones who have transactions or 
assets to receive from foreign customers. The possibility of a non-performance has been presented during this whole 
period. In the seventies, the world economy was facing a relevant liquidity, plenty of dollars, most of them derived 
from the recycling of money earned by nations that were members of OPEC. Their strong reserves were deposited in 
the international banking system. At that time, the financial institutions were not well prepared to deal with country 
risk but, looking for business, they quickly enhanced their exposure in foreign markets, especially in developing 
ones, which traditionally require capital. 
In several cases, the loans seemed to be contracted without regular attention to credit procedures of both the 
borrower and the country. So, the financial institutions were forced to adopt maximum exposure risk policies, new 
analytical methods and strong credit procedures, all of those supported by reliable data (Borio, Packer, 2004).  
2.1. The sources of data 
In terms of information to provide analysis correction, the one who is in charge (usually an economist working as 
an analyst at the credit department or even directly subordinated to the board of directors (scenarist) of financial 
institutions or rating agencies) should have access to a diverse and different source of data, including those provided 
by the public offices of the country which has been studied. That is why the complete transparency is essential, 
particularly nowadays when demand for disclosure is so strong. Therefore, the federal government, plus specialized 
international institutions such as IMF, WORLD BANK, IIF, IDB, etc, is important search of data to the analyst. 
2.1.1. Rating agencies 
Insert Besides the institutions above commented, there are several agencies that could be seen as reliable sources 
tional Investor, Political Risk 
Services, Business Environmental Risk Intelligence, Control Risks Information Services, international banks in 
general and others institutions. Some of them also provide information and analysis of economic sectors, companies 
and operations assigning its related ratings. Such ratings, while an evaluation about the quality of the assets or the 
transactions, according to their objective and terms also affect their pricing. Nowadays, the rating system is wide 
known and used all 
evaluations of a bond issue, the agencies give their opinion in the form of letter grades, which are published for use 
by investors. For the typical investor, risk is judged not by a subjectively formulated probability distribution of 
possible returns but by the credit rating assigned to the bond by investment agencies. In their ratings, the agencies 
attempt to rank issues according to the probability of default. Both agencies have a Credit Watch list that alerts 
investors when the agency is considering a change in rating for a particular borrower (Ribeiro, 2000). 
 
CREDIT RATINGS BY INVESTMENT AGENCIES 
 
Aaa  Best quality 
Aa  High quality 
A  Upper medium grade 
Baa  Medium grade 
Ba  Possess speculative elements 
B  Generally lack characteristics of a desirable investment 
Caa  Poor standing: may be in default 
Ca  Speculative in a high degree; often in a default 
C  Lowest grade; extremely poor prospects 
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STANDARD & POOR`S (*) 
AAA  Highest rating: extremely capacity to pay interest/principal. 
AA  Very strong capacity to pay 
A  Strong capacity to pay 
BBB  Adequate capacity to pay 
BB  Uncertainties that could lead to inadequate capacity to pay 
B  Greater vulnerability to default, but currently has capacity to pay. 
CCC  Vulnerable to default 
CC  For debt subordinated to that with CCC rating 
C  For debt subordinated to that with CCC- rating, or bankruptcy petition has been filed. 
D  In payment default 
(*) S&P uses notches (+,-) to better contrast risks among ratings. 
 
Nonetheless, controversial questions involving its consequences, like reorientations about the capital flow 
around the world, turn it somewhat arguable. During a crisis period, the time it takes to define a straight position, as 
in the case of Asia and Turkey, is also questionable. Despite relevant opinions against the ratings, they remain useful 
and necessary, although it is important to have a deeper evaluation of their methods and procedures. At least, it is 
forceful recognizing that rating agencies have been providing a periodical and organized skill of data, which remains 
as a powerful tool to deal with a cross-border analysis. 
3. Methods of analysis  
3.1. Economic indicators and country risk appraisal 
The current debate over commercial-bank lending to less-developed countries (LDCs) has primarily centered on 
the question of whether private banks have extended too much credit to the group of nonoil exporting developing 
countries. Despite the considerable attention given to the subject in the financial press, the major international banks 
by and large dismiss the possibility of widespread defaults or rescheduling on developing-country loans as being 
highly remote. A more likely scenario, according to the banks, is that individual countries occasionally may 
experience repayment difficulties requiring some refinancing or rescheduling. Most banks, therefore, believe that the 
crucial problem is to be able to detect in advance which countries are likely to experience repayment problems and 
when these difficulties may arise (Eaton, Gersovitz, Stiglitz, 1986). The banking community has recently shown 
great interest in the utilization of analytical techniques to detect potential default or rescheduling situations. 
Relatively little information is currently available to appraise the various techniques now in use, and, as a result, it is 
often difficult for bankers to judge the adequacy of their own internal rating systems as compared with those 
employed by other institutions, public or private. The difficulty is illustrated by a recent Export-Import Bank survey 
on bank practices in assessing country risk. That study found that a large percentage of the 37 U.S. banks surveyed 
are dissatisfied with their present country-appraisal methods and are actively seeking new procedures (Sargen, 
1977). From the survey responses, though, it is not possible to determine how much of their dissatisfaction relates to 
their own procedures, and how much has to do with limitations in the current state of the art in assessing country 
risks. 
3.2. Methodologies 
Country specific risk refers to the volatility of returns on international business transactions considering several 
facts associated with a particular country. The concept evolved in 1960s and 1970s in response to the banking 
d measure its loss exposure in cross-border lending. The idea of transfer risk (that a 
government might impose restrictions upon payments abroad) has changed to the concept of sovereign risk, which is 
broader than transfer risk once it includes the idea that, even if the government is willing to honor its external 
obligations, it might not be able to do so if the overall economy cannot generate the necessary level of foreign 
currency. Therefore, the analytical tools have been improved on to drive the challenges brought by the globalization 
and new financial products. Emphasis shifted to diversification and hedging techniques and some statistic 
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sophisticated models have been developed in order to objectify as much as possible the analysis, breaking it down 
into major components as economic, financial, currency and political risks. Except by the political risk, all of the 
others are market-based and measurable, corresponding to the spread out concepts in modern economic and 
financial theory. Certainly, all of the components have to be thought not only by itself but, specially, by the outcome 
of their interaction. Although somewhat subjective and frequently not easy to predict, the political risk approach is 
really relevant, due to most of the government decisions affects directly the economic agents, its expectations, 
behavior and the landscape where transactions are made. As already commented, there is a huge difficult to define 
an accurate measure to predict cross border risks. Even in the case of financial investments, the high levels of 
market volatility make measures based on contemporaneous market indicators highly unstable (Levy, Yoon, 1996).  
Moreover, the limited history of bond market prices in emerging markets makes it impossible to ascertain any long-
term trends in risk. 
3.3. The basic data 
These are ones of the most important subjects on analyzing a country. The models already commented and its 
components (economic, financial and currency risk) usually are based on these variables. The previous definition on 
what variables the analysis must be focus on has to respect the particularities of each country and the needs of the 
model been used. However, Standard variables as described below should be approached to keep the analysis 
consistent and comparable with other similar works about other countries (Porta, Shleifer, Vishny, 1997). 
Thus, the first step is to be sure that the historical macroeconomics series of official data are reliable, consistent 
and comparable. Doing so, the analyst should pay attention to expressive changes that could have occurred during 
the historical period, in order to evaluate its reasons, meanings and impacts, including the answers given by the 
economic agents, international market and the government to them (Gur, 2001). 
There are some standard economic variables that often could be found in most of the diverse approach adopted 
by financial institutions and rating agencies. Those variables, which have been largely used along the years, are, 
s real ability to repay its commitments. In fact, even statistic models 
(discriminating analysis) were made using such variables in order to predic
Boone, Warburg, Breach, Rutgers, 2000). 
3.4. Methods used for CRA 
The methods used by the banks and other agencies for country risk analysis can broadly be classified as 
qualitative or quantitative. However many agencies amalgamate both qualitative and quantitative information into a 
single index or rating (Nath, 2008).  A survey conducted by the US Eximbank categorized the various methods of 
country risk appraisal used mainly by the banks into one of four types: (1) fully qualitative method, (2) structured 
qualitative method, (3) checklist method, and (4) other quantitative method. 
3.4.1. Fully qualitative method 
The fully qualitative method usually involves an in-depth analysis of a country without a fixed format. It usually 
tions 
and prospects. It is more of an ad hoc approach which makes it difficult for users to compare one country with 
another. One advantage of this method is that it can be adapted to the unique strengths and problems of the country 
undergoing evaluation. 
3.4.2. Structured qualitative method 
The structured method uses some standardized format with specifically stipulated scope and focus of analysis. 
Since it adheres to a uniform format across countries and is augmented by economic statistics it is easier to make 
comparisons. Still, considerable subjective judgment has to be made by analysts. This method was the most popular 
among the banks during the late seventies. The political risk index provided by Business Environment Risk 
Intelligence (BERI) S. A. is an example of country risk rating by structured qualitative method. Table 1. shows the 
components of this index. 
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Table 1.  
 
Components 
Political Fractionalization 
Linguistic/Ethnic/Religious Tension 
Coercive Measure to Maintain Regime 
Mentality: Nationalism, Corruption, Nepotism 
Social Conditions: Population, Income Distribution 
Radical Left Strength 
Dependence on Outside Major Power 
Regional Political Forces 
Social Conflict 
History of Regime Instability 
 
3.4.3. Checklist Method 
The checklist method involves scoring the country under consideration with respect to specific variables that can 
be either quantitative - in which case the scoring requires no personal judgment or even first-hand knowledge of the 
country being scored - or qualitative - in which case the scoring requires subjective determinations. Each item is 
scaled from the lowest to the highest score. The sum of scores is then used as a measure of country risk. It is 
possible to vary the influence that each component variable has on the final score by assigning a weight to each 
indicator; this is the weighted checklist approach. An example of the weighted checklist method is shown in Table 2. 
The main advantage of this method is that the final summary score it yields is amenable to sophisticated quantitative 
risk. In recent years, this method has become popular with the banks and other country rating agencies. 
 
Table 2.  
 
Political Weight Financial Weight 
Economic expectation versus reality 6% Loan default or unfavorable loan restructuring 5% 
Economic planning failures 6%  5% 
Political leadership 6% Repudiation of contracts by government 5% 
External conflict 5% Losses from exchange controls 5% 
Corruption in government 3% Expropriation of private investments  5% 
Military in politics 3% Total Financial Points 25% 
Organized religion in politics 3% Economic  
Law and order tradition 3% Inflation 5% 
Racial and nationality tension 3% Debt service as a % of exports of goods and services 5% 
Political terrorism 3% International liquidity ratios 3% 
Civil War 3% Foreign trade collection experience 3% 
Political party development 3% Current account balance as % of goods and services 6% 
Quality of bureaucracy 3% Parallel foreign exchange rate market indicators 3% 
Total Political Points 50% Total Economic Points  25% 
Overall Points 100% 
3.4.4. Other quantitative methods 
The quantitative models used in econometric/statistical studies of country risk analysis can broadly be 
categorized into four groups: Discriminant Analysis, Principal Component Analysis, Logit Analysis and 
Classification and Regression Tree Method. 
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4. Purpose of the analysis and its term 
Before starting an analysis is essential a definition about why it is been done. Once many contents of each 
country risk analysis usually deal with common variables, there are always specific aspects, which must be 
emphasized according to different uses. Otherwise, it will not be useful and, worst, could lead to some issues that 
will not clearly explain what kind of risks the investor could be submitted to (Walewski, 2003). 
It is important to reckon what kind of investment has been thought, like loans, trade, direct investment, bonds, 
shares or whatever. This definition will address to another important issue, which is the term of the investment 
(short or long). 
5. Conclusions 
On the basis of their ability to explain sovereign ratings, in this article we have found evidence supporting a 
number of perspectives on country risk that have recently come to prominence  debt intolerance, original sin and 
currency mismatches. At the same time, a number of qualifications on the strength of that support and open 
questions remain (Walewski, 2003). 
risk as measured by sovereign credit ratings. These include, in particular, per capita GDP, measures of corruption 
and political risk, and proxies for a history of economic mismanagement. 
Second, there is evidence for debt intolerance, although it depends on the precise interpretation of the hypothesis. 
Debt does matter more for the ratings of emerging market countries than for their industrial counterparts.  
Third, proxies for original sin appear to matter for country risk, although their relevance emerges as noticeably 
smaller than in previous econometric research. Moreover, there is evidence that the ability to obtain foreign funding 
in domestic currency is significantly affected by a history of mismanagement and by socio-economic structural 
weaknesses, as proxied by past episodes of high inflation and political risk, rather than by country size alone. This 
purely statistical finding is consistent with the view that original sin can be influenced by good domestic policies. It 
is also consistent with the progress made by individual countries in developing domestic bond markets and hedging 
opportunities, through a mixture of sound macroeconomic and structural policies. 
Fourth, explicit proxies for currency mismatches do matter and they tend to reduce the explanatory power of 
original sin proxies. At the same time, variables designed to capture hedging possibilities play only a marginal role. 
vulnerabilities operates through balance sheet mismatches, why do proxies for original sin often remain relevant 
even once measures of mismatches are included in the analysis? A number of possible explanations could be 
suggested. However, we suspect that the difficulties faced in measuring mismatches correctly owing to data 
limitations can play a significant role. 
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